Twelve Cases of Accounting by Cantrell, Caroline
University of Mississippi
eGrove
Honors Theses Honors College (Sally McDonnell BarksdaleHonors College)
2019
Twelve Cases of Accounting
Caroline Cantrell
University of Mississippi
Follow this and additional works at: https://egrove.olemiss.edu/hon_thesis
Part of the Accounting Commons
This Undergraduate Thesis is brought to you for free and open access by the Honors College (Sally McDonnell Barksdale Honors College) at eGrove. It
has been accepted for inclusion in Honors Theses by an authorized administrator of eGrove. For more information, please contact egrove@olemiss.edu.
Recommended Citation
Cantrell, Caroline, "Twelve Cases of Accounting" (2019). Honors Theses. 1110.
https://egrove.olemiss.edu/hon_thesis/1110
 
 
 
 
 
 
TWELVE CASES OF ACCOUNTING 
 
 
 
 
  
 
by  
Caroline Cantrell 
 
 
 
 
A thesis submitted to the faculty of The University of Mississippi in partial 
fulfillment of the requirements of the Sally McDonnell Barksdale Honors College. 
 
 
 
 
 
 
Oxford 
May 2019 
 
 
 
  
 
  
 ii 
ABSTRACT 
CAROLINE CANTRELL: Twelve Cases of Accounting 
 
The honors accounting students at the University of Mississippi are given 
the option to participate in an alternative thesis track; we partake in a year-long 
class junior year in which we are given a case study every other week to 
complete by the following week. We are also required to participate in accounting 
case competitions sponsored by Big Four accounting firms, in which we give oral 
presentations of our business solutions to partners at the firms.  
In this thesis, I have investigated twelve case studies of accounting. The 
topics in these cases include generally accepted accounting principles, bad debt 
expense, inventory methods, depreciation methods, lease capitalization, deferred 
income tax, income statement formats, allowance for doubtful accounts, time 
value of money, fixed asset transactions, research and development costs, data 
analytics, long-term debt, shareholder’s equity, investments and securities, and 
revenue recognition. The companies analyzed include Molson Coors, Pearson, 
Palfinger, Volvo, Rite Aid, Merck, State Street, ZAGG, and Apple.  
The following cases are analyzed mostly in a question-and-answer format, 
for which the numbering of the questions aligns with the original cases we were 
given. The appendices at the end of each case consist mainly of financial 
statements and notes to the financial statements. The introductions at the 
beginning of each case emphasize what I learned specifically from each 
individual case study.  
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Case 1:  
Home Heaters Inc. 
 
Caroline Cantrell 
ACCY 420 
September 6, 2017 
 
  
 2 
Introduction            
 In this case, we were given information on two home heaters companies 
in Colorado, Glenwood Heating, Inc. and Eads Heaters, Inc. We are told they 
“operate under similar economic conditions and have identical operations during 
the year,” but they chose to apply generally accepted accounting principles 
differently, which affected their financial statements in various ways. The five 
main variances we are given to analyze are bad debt expense calculations, 
inventory methods, depreciation methods, capitalizing a lease, and income tax 
expense.  
 Eads Heaters seems to have more conservative and faithfully represented 
assets, liabilities, and equity, which is a fundamental characteristic of GAAP. This 
is why I would choose to personally invest in Eads. Glenwood Heating is still 
technically following GAAP, but has very different outcomes on their financial 
statements because of the accounting methods they chose to use.  
 I have learned and realized many new concepts while analyzing and 
working through this case. I always knew there were numerous variations in 
GAAP, but I never realized how large of an effect slight changes in accounting 
methods could cause, even in companies with identical operations and 
conditions. I realized that using different versions of GAAP could cause issues 
with comparability, especially when only analyzing financial statements over a 
short period of time. For example, in the short run, investors might look at 
Glenwood’s net income and retained earnings and see that they are higher than 
Eads’, but this might change in the future because of how each company 
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allocates their expenses. It is important to know and disclose which accounting 
methods companies use so that investors can make informed decisions.  
Analysis            
 
 If I were given a choice to invest in either Glenwood Heating, Inc. or Eads 
Heaters, Inc., I would invest my money in Eads. Their choices in accounting 
methods follow the generally accepted accounting principles (GAAP) more 
closely, therefore their assets, liabilities, and equity are stated more accurately 
and conservatively. Eads’ financial statements seem to be more faithfully 
represented and reliable. This is apparent initially in their bad debt calculations.  
Eads’ manager estimates five percent of accounts receivable will not be 
collected, and Glenwood’s manager only estimates one percent of accounts 
receivable will not be collected (see Appendix A and B, Part B, number 1). 
Glenwood’s bad debt allowance is credited $944 and bad debt expense is 
debited $944. Eads’ bad debt allowance is credited $4,970 and bad debt 
expense is debited $4,970. This in turn decreases assets and decreases retained 
earnings and equity, but the effects are larger for Eads. These effects can be 
seen in the tables and financial statements in Appendices A through F. Because 
Eads’ prediction of bad debts has a larger margin than Glenwood, it is more likely 
that actual uncollected receivables are within that margin, reflecting more 
accurate assets and equity.  
The second difference in Glenwood’s and Eads’ accounting methods is 
their inventory methods. Glenwood uses FIFO and Eads uses LIFO. Because the 
cost of both Eads’ and Glenwood’s inventory increased overtime, the LIFO 
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method caused Eads’ cost of goods sold to be higher ($188,800) than 
Glenwood’s FIFO method cost of goods sold ($177,000). This caused the asset 
account of inventory to decrease more for Eads, even though they have the 
same amount of physical units (50) available for sale. Eads’ higher cost of goods 
sold causes their equity to be lower, which also causes their net income and 
retained earnings to be lower than Glenwood’s at the current period (see 
Appendix A and B, Part B, number 2). When Glenwood sells their newest costlier 
inventory, their cost of goods sold will be greater than Eads’ who have already 
sold their most costly inventory. This will later affect the assets, equity, and net 
income of both companies. Glenwood will have lower assets, equity, and 
retained earnings than Eads in the future.  
The third contrast in Glenwood’s and Eads’ accounting methods is their 
depreciation methods. Glenwood uses straight-line depreciation for both their 
building and equipment, which yields $10,000 and $9,000 respectively. Eads 
uses straight-line depreciation for their building, but uses double-declining 
balance depreciation for their equipment, which yields $10,000 and $20,000 
respectively (See Appendix A and B, Part B, number 3). This causes Eads to 
have a higher depreciation expense, lower equity and retained earnings, and 
lower assets than Glenwood at the current period. One could assume the reason 
Eads uses double declining balance is to offset the maintenance and repairs 
expense that comes later in the equipment’s life. Since these expenses are 
unknown and hard to predict now, this could cause Eads’ net income to be lower 
now than later. Glenwood will most likely have a steadier net income because 
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their depreciation is constant throughout the building and equipment’s lives, 
disregarding maintenance and repairs expenses.  
The fourth variance in Glenwood’s and Eads’ accounting methods is their 
choice to capitalize their leases. Glenwood chose not to capitalize their lease, 
causing them to debit rent expense and credit cash, both for $16,000. This only 
increases their assets by $16,000, as opposed to Eads whose assets increase 
$92,000. Eads chose to capitalize their lease, so they first debit the asset 
equipment and credit lease payable for the present value of $92,000. Then they 
debit lease payable for $8,640 and interest expense for $7,360 and credit cash 
for $16,000. Lastly they debit depreciation expense and credit accumulated 
depreciation for $11,500 (all transactions can be seen in Appendix B, Part B, 
number 4). Although the expenses decrease Eads’ equity and net income, the 
larger asset increases their total assets to be larger than Glenwood’s total 
assets, as seen in the balance sheets in Appendix F.  
The final discrepancy in Glenwood’s and Eads’ accounting methods is 
their income tax expenses. Because Glenwood’s pretax income is greater than 
Eads’, Glenwood’s income tax expense is greater than Eads’. The income tax 
expense affects the retained earnings and equity, but the effects are not very 
evident because their net incomes are over $22,000 apart and the income tax 
expense is a percentage (see Appendix C). As stated before, Eads’ net income is 
more accurate than Glenwood’s, therefore their income tax is more likely to be 
accurate, preventing later penalties from the IRS.  
 6 
Overall, Eads’ accounting methods seem to be more accurate, 
conservative, and reliable than Glenwood’s because of the variations of GAAP 
they chose to follow. Eads’ choice to estimate a higher bad debt percentage, use 
the LIFO inventory method, use the double-declining balance depreciation 
method, and capitalize their lease leads me to choose to invest my my money in 
their company as opposed to Glenwood.  
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Appendix C: Income Statements        
 
 Glenwood Co   
 Income Statement   
 FYE Dec 31, 20x1   
     
Revenues     
 Sales revenue  $398,500 
     
(Cost of goods sold)   $177,000 
     
Gross profit    $221,500 
     
(Operating Expenses)    
 Operating expenses $34,200  
 Depreciation expense- building $10,000  
 Depreciation expense- equipment $9,000  
 Rent expense $16,000  
 Bad debt expense $994 $70,194 
     
(Other expenses)    
 Interest expense $27,650  
     
Pretax income   $123,656 
     
(Income tax expense)   $30,914 
     
Net income    $92,742 
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Appendix C: Income Statements cont.       
 Eads Co   
 Income Statement   
 FYE Dec 31, 20x1   
     
Revenues     
 Sales revenue  $398,500 
     
(Cost of goods sold)   $188,800 
Gross profit    $209,700 
     
     
(Operating Expenses)    
 Operating expenses $34,200  
 Depreciation expense- building $10,000  
 Depreciation expense- equipment $20,000  
 Depreciation expense- lease $11,500  
 Bad debt expense $4,970 $80,670 
     
(Other Expenses)    
 Interest expense $35,010  
     
Pretax income   $94,020 
     
(Income tax expense)   $23,505 
     
Net income    $70,515 
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Appendix D: Trial Balances         
  Glenwood Co    
  Trial Balance    
  As of Dec 31, 20x1    
      
Assets    Debits Credits 
 Cash   $426  
 Bad debt allowance   $994 
 Accounts receivable  $99,400  
 Inventory   $62,800  
 Land   $70,000  
 Building   $350,000  
 Accumulated depreciation- building  $10,000 
 Equipment   $80,000  
 Accumulated depreciation- equipment  $9,000 
Liabilities      
 Accounts payable   $26,440 
 Interest payable   $6,650 
 Note payable   $380,000 
Equity      
 Common stock   $160,000 
 Dividends   $23,200  
 Sales    $398,500 
 Cost of goods sold  $177,000  
 Operating expenses  $34,200  
 Bad debt expense  $994  
 Depreciation expense-building   
 Depreciation expense-equipment $19,000  
 Rent expense  $16,000  
 Interest expense  $27,650  
 Income tax expense  $30,914  
    $991,584 $991,584 
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Appendix D: Trial Balances cont.        
  Eads Co    
  Trial Balance    
  As of Dec 31, 20x1    
      
Assets    Debits Credits 
 Cash   $7,835  
 Bad debt allowance   $4,970 
 Accounts receivable  $99,400  
 Inventory   $51,000  
 Land   $70,000  
 Building   $350,000  
 Accumulated depreciation- building  $10,000 
 Equipment   $80,000  
 Accumulated depreciation- equipment  $20,000 
 Leased Equipment  $92,000  
 Accumulated depreciation- lease  $11,500 
Liabilities      
 Accounts payable   $26,440 
 Interest payable   $6,650 
 Note payable   $380,000 
 Lease payable   $83,360 
Equity      
 Common stock   $160,000 
 Dividends   $23,200  
 Sales    $398,500 
 Cost of goods sold  $188,800  
 Operating expenses  $34,200  
 Bad debt expense  $4,970  
 Depreciation expense-building $10,000  
 Depreciation expense-equipment $20,000  
 Depreciation expense-lease $11,500  
 Interest expense  $35,010  
 Income tax expense  $23,505  
    $1,101,420 $1,101,420 
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Appendix E: Retained Earnings        
 Glenwood Co  
 Retained Earnings  
 FYE Dec 31, 20x1  
    
Beginning retained earnings $0 
Net income   $92,742 
(Dividends)   -$23,200 
Retained earnings  $69,542 
 
 
 Eads Co  
 Retained Earnings  
 FYE Dec 31, 20x1  
    
Beginning retained earnings $0 
Net income   $70,515 
(Dividends)   -$23,200 
Retained earnings  $47,315 
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Case 2:  
Molson Coors Brewing 
Company 
 
Caroline Cantrell 
ACCY 420 
September 20, 2017 
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Introduction            
 In this case, we were given information on Molson Coors Brewing 
Company. We were given their financial statements and notes for years 2011 to 
2013 and asked several questions to analyze certain items in their financial 
statements. The focus of this case was to understand classified income 
statements and GAAP, comprehensive income, persistent income, and special or 
unusual line items in the financial statements.  
 Coors is a very large company with many different activities and 
operations, so it was interesting to analyze the effects of all the types of activities 
in which they engage on net income and earnings. Noting the difference between 
operating and non-operating expenses was complicated at first, but after working 
through this case I have a better understanding of what constitutes each type of 
expense.  
 I learned many new concepts while analyzing this case. I learned what is 
considered a GAAP-complying income statement and the different elements 
required to be presented. I learned what persistent income is, how recurring 
activities differ from non-recurring activities, and how they both affect an 
investors decision. I learned what can be considered “special items” on an 
income statement and how they are classified. I learned what comprehensive 
income is and the line items included on a comprehensive income statement. I 
learned what excise taxes are and where they can be included on the income 
statement. Lastly, I learned what effective tax rate is and how to calculate it.  
 The following analysis is organized in a question and answer format.  
  21 
Analysis            
a. What are the major classifications on an income statement? 
The major classifications on an income statement include revenues and 
gains or items that positively affect equity, expenses and losses (including cost of 
goods sold and taxes) or items that negatively affect equity, special items 
(occasionally), net income (revenues less expenses), and earnings per share 
(net income divided by the number of outstanding common stock shares). These 
are usually separated into two categories: income from continuing operations 
(including operating and non-operating) and income from discontinued 
operations, if there are any. Molson Coors’ income statement can be viewed in 
Appendix A.  
b. Explain why, under US GAAP, companies are required to provide 
“classified” income statements. 
According to FASB SFAC #8, financial reports should “provide useful 
information to investors, lenders, and creditors in making decisions about 
providing resources to that entity” and “help in assessing amounts, timing, and 
uncertainty of future cash flows.” Classified income statements provide more 
information than non-classified income statements so that investors can make 
better predictions on how future income might affect their investment. Classified 
income statements separate revenues and expenses into more detailed 
categories, like operating and non-operating. This distinction allows financial 
statement users to more easily understand what revenues and expenses are a 
result of every day operations, and not something like interest expense, which 
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results from financing activities. The required format of the income statements 
conforms to the comparability quality of GAAP which lets investors easily and 
accurately compare different companies’ income statements to make a more 
informed decision. 
c. In general, why might financial statement users be interested in a 
measure of persistent income? 
Financial statement users need a measure of persistent or recurring 
income to be able to forecast future income and activities that will influence that 
income. They want to be able to know if the resources they invest in the 
company will get a good return in the future. Knowing what activities are 
recurring are a good indicator of predicting future income. For example, an 
investor would benefit from knowing what revenues stem from persistent 
activities because this would give him/her a reasonable estimate of what future 
dividends the company would pay out. This notion also conforms to the 
consistency quality of GAAP.  
d. Define comprehensive income and discuss how it differs from net 
income. 
Comprehensive income combines net income and unrealized items that 
are not included on the income statement, like a holding gain/loss from available 
for sale securities. It includes all changes in equity during a period except 
investments by owners and distributions to owners. Net income does not include 
these gains and losses because they have not yet been realized or completed, 
even if they have been recorded on paper. Molson Coors’ comprehensive 
  23 
income statement can be viewed in Appendix B.  
e. The income statement reports “sales” and “net sales.” What’s the 
difference? Why does Molson Coors report these two items separately? 
Sales is strictly the revenue (or positive affects on equity) from sales 
transactions. Net sales usually deducts sales returns and allowances and sales 
discounts, which are contra revenue accounts that negatively affect revenue, 
from sales. For Coors, excise tax is the difference between sales and net sales. 
Excise tax is tax that is already included in the price of a product. In this case, 
excise tax is what Coors’ customers are paying to Coors when buying their 
products, but Coors must pay this tax back to the government, so it is not 
included in their net sales revenue. Coors reports these separately because it is 
important to know the difference between how much they are originally taking in 
for sales and how much they are keeping after deducting excise taxes.  
f-i. Consider the income statement item “special items, net” and 
information in notes 1 and 8. In general, what types of items does Molson 
Coors include in this line item?  
Coors’ notes that special items are “charges incurred that we do not 
believe to be indicative of our core operations.” They include “infrequent or 
unusual items, impairment or asset abandonment related losses, restructuring 
charges and atypical employee related costs, or fees on termination of significant 
operating agreements and gains on disposal of investments.” They also note 
they these are “not necessarily non-recurring.” See Appendix C for Coors’ full 
notes on special items.  
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f-ii. Explain why the company reports these on a separate line rather than 
including them with another expense item.  
These items are on a separate line than other expenses because they are 
“not indicative of [Coors’] core operations” and because they include infrequent 
or unusual items. These should not be included in another “normal” expense 
category because they are harder to classify and not always recurring.  
f-iii. Molson Coors classifies these special items as operating expenses. Do 
you concur with this classification? 
I do not agree that these special items are classified as operating 
expenses because Coors’ explicitly states in the notes that the expenses are “not 
indicative of our core operations,” which is the definition of an operating expense.  
g. Consider the income item “other income (expense), net” and information 
in note 6. What is the distinction between “other income (expense), net” 
which is classified as non-operating, and “special items, net” which is 
classified as operating? 
These “other income/expenses” are non-operating because they are “not 
directly related to selling and brewing beer.” The special items are noted to be, 
as stated previously, “not indicative of our core operations” and “not necessarily 
non-recurring.” Examples of other income/expenses from their notes include 
“certain gains or losses on foreign exchange and on sales of non-operating 
assets.” Examples of special items from their notes include “unusual items, 
impairment, restructuring charges, and gains/losses on disposal of investments.” 
The only indication that special items could be classified as operating is the 
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possibility of them being recurring. See Appendix D for Coors’ full other income 
notes.  
h-i. What is the amount of comprehensive income in 2013? How does this 
amount compare to net income in 2013?  
The comprehensive income amount for 2013 is $760.2 million ($765.4 
million including non-controlling interests), and the net income amount for 2013 is 
$567.3 million ($572.5 million including non-controlling interests). There is a 
$192.9 million difference between comprehensive income and net income 
attributable to Coors.  
h-ii. What accounts for the difference between net income and 
comprehensive income in 2013? How are the items included in 
comprehensive income related? 
Foreign currency translation, unrealized gains on derivative instruments, 
reclassification of derivative loss to income, pension adjustments, amortization of 
net prior service cost and net actuarial loss to income, and ownership share of 
unconsolidated subsidiaries’ other comprehensive income account for the 
difference between net and comprehensive income in 2013. These items all 
affect equity, are not included on the net income statement, and have not yet 
been realized. These can all be viewed in Coors’ comprehensive income 
statement in Appendix B.  
j-i. What is Molson Coors’ effective tax rate in 2013? 
Effective tax rate is calculated by dividing income tax expense by the pre-
tax income. Note 7 (see Appendix E) lists the effective tax rate as 12.8 percent in 
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2013. This was calculated by dividing the income tax expense for 2013 of $84 
million (from the income statement) by the pre-tax income from continuing 
operations of $654.5 million, which equals .128, or 12.8 percent.  
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Case 3: Pearson 
 
Caroline Cantrell 
ACCY 420 
October 4, 2017 
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Introduction            
 In this case, we were given information on Pearson plc textbook company. 
We were given their financial statements and notes from the years 2008 and 
2009. We were asked many conceptual, procedural, and analytical questions to 
further understand accounts receivable and its contra accounts: allowance for 
doubtful accounts and allowance for sales returns. We captured the movements 
in these three accounts and journalized our findings. We were also asked about 
different methods to estimate uncollectible accounts and credit risks.  
 This case was a little challenging in the beginning because Pearson is a 
British company, so their accounting terms are slightly different than our 
American terms. They use the term “provision” instead of “allowance,” “income 
statement movements” instead of expenses, and “utilised” instead of actual 
amount. It was also difficult to know what exactly to debit and credit for each 
entry in the T-accounts, but I now feel I have a better understanding of how all of 
these accounts function.  
 Since the focus of this case was understanding accounts receivable, most 
of what I learned from this case is related to accounts receivable. I learned that 
they can also be called trade receivables; I learned how to post to a gross 
accounts receivable account, as well as to both allowance accounts. I learned 
more about the many methods and factors used to estimate both of the 
allowance accounts. I learned more about how risk plays into credit sales. 
Overall, I learned how accounts receivable, allowance for doubtful accounts, and 
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allowance for sales returns are all interconnected and how many things flow 
through them all.  
Analysis            
 
a. What is an account receivable? What other names does this asset go by?
 An account receivable is an amount the customer owes to the company 
because the company has provided a good or service. It can also go by trade 
receivables. 
b. How do accounts receivable differ from notes receivable? 
 Notes receivable are usually more long term and accounts receivable are 
more short term. Notes receivable arise from the company lending the customer 
money for investing and financing activities, to be paid back at a later date. 
Accounts receivable arise from trading activities and credit sales. Notes 
receivable also commonly bear interest, while accounting receivable do not. 
c-i. What is a contra account? What two contra accounts are associated 
with Pearson’s trade receivables?  
 A contra account is an account with an opposite normal balance to its 
original account. A contra asset account would have a normal credit balance 
because assets have a normal debit balance. The two contra accounts for 
Pearson’s trade receivables are allowance for doubtful accounts and allowance 
for sales returns (both are called “provisions” in the notes).  
c-ii. What types of activities are captured in each of these contra accounts? 
Describe factors that managers might consider when deciding how to 
estimate the balance in each of these contra accounts. 
 Allowance for doubtful accounts captures the estimate of bad debts, or 
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accounts that will be uncollectible. Factors that might be considered to estimate 
these could include previous years’ estimates, economic conditions, and 
customers’ past credit history.  
 Allowance for sales returns captures the estimate for sales returns, or goods 
that will be returned. Estimating factors could include past years’ return history, 
economic trends, and changes in demand.  
d-i. Two commonly used approaches for estimating uncollectible accounts 
receivable are the percentage-of-sales procedure and the aging-of-
accounts procedure. Briefly describe these two approaches.  
 The percentage-of-sales procedure uses a predetermined company 
percentage of credit sales that will not be collected to estimate bad debts. 
Because this is an income statement method, the focus is on the bad debt 
expense balance, and the existing balance of allowance for doubtful accounts is 
ignored.  
 The aging-of-accounts procedure uses set percentages of accounts 
receivable that correspond to a specific number of days past the receivables’ due 
dates, usually in 30 day increments. For example, an account over 30 days past 
due might have a one percent estimated uncollectible percentage, and an 
account over 90 days past due might have an eight percent estimated 
uncollectible percentage. This is based on the fact that the longer an account 
remains uncollected, the less likely it is to be collected. This is a balance sheet 
method that focuses on calculating the correct allowance for doubtful accounts 
balance.  
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d-ii. What information do managers need to determine the activity and final 
account balance under each approach? Which of the two approaches do 
you think results in a more accurate estimate of net accounts receivable? 
 Managers need both the estimate and actual amounts of uncollected 
receivables and the amount of write-offs to determine the final balance of 
allowance for doubtful accounts. For the percentage-of-sales method, they would 
need to know the amount of credit sales that took place during the period. For the 
aging-of-accounts method, they would need to know the number of days each 
account is past due.  
 I think the aging-of-accounts method is a more accurate estimate of net 
accounts receivable because it is a more detailed breakdown of each account 
and requires more information than the percentage-of-sales method. The use of 
multiple specific percentages rather than one overall percentage should yield a 
more accurate result. 
e. If Pearson anticipates that some accounts will be uncollectible, why did 
the company extend credit to those customers in the first place? Discuss 
the risks that managers must consider with respect to accounts receivable. 
 Pearson still extended credit to their customers because there is no way to 
determine for certain which accounts will be uncollectible. If they did not extend 
any credit to anyone and only accepted cash payments, they might lose a large 
amount of sales to a competitor who does offer sales on credit. Although some 
losses can be prevented by doing credit checks on customers, managers must 
weigh the risks of losing sales to their competition and losing cash to 
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uncollectible accounts. Pearson mentions in note 22 (see Appendix A) that 
“concentrations of credit risk are limited due to the Group’s large number of 
customers, who are internationally dispersed.”  
f-i. Complete a T-account that shows the activity in the provision for bad 
and doubtful debts account during the year. Explain, in your own words, 
the line items that reconcile the change in account during 2009. (in £ 
millions) 
Allowance for doubtful accounts 
exchange 5 72 beginning 
actual/write offs 20 26 estimate 
  3 business acquisition 
  76  
 
 The line items that reconcile the changes in the allowance for doubtful 
accounts (or provision for bad and doubtful accounts) are listed in note 22 (see 
Appendix A). These include the beginning balance, a credit of £72 million; 
exchange differences, a debit of £5 million; “income statement movements” or 
the estimate of bad debts, a credit of £26 million; “utilised” or the actual amount 
of uncollected accounts, a debit of £20 million; and acquisition through business 
combination, a credit of £3 million. This is a contra asset account so it has a 
normal credit balance. 
f-ii. Prepare the journal entries that Pearson recorded during 2009 to 
capture 1) bad and doubtful debts expense for 2009 and 2) the write-off of 
accounts receivable during 2009. For each account in your journal entries, 
note whether the account is a balance sheet or income statement account.  
 
  40 
(in £ millions)  
1) Bad debt expense   26   (income statement account) 
  Allowance for doubtful accounts  26 (balance sheet account) 
 (To record bad debt expense for 2009) 
2) Allowance for doubtful accounts  20 (balance sheet account) 
  Accounts receivable    20 (balance sheet account) 
 (To record accounts receivable write-off) 
f-iii. Where in the income statement is the provision for bad and doubtful 
debts expense included? 
 The bad debt expense (or provision for bad and doubtful debts expense) is 
included in the operating expenses line on the income statement (see Appendix 
B). Although it is not explicitly listed, bad debt expense is always classified as an 
operating expense.  
g-i. Complete a T-account that shows the activity in the provision for sales 
returns account during the year. Assume that Pearson estimated that 
returns relating to 2009 Sales to be £425 million. (in £ millions) 
Allowance for sales returns 
  372 beginning 
actual 443 425 estimate 
  354  
    
 The beginning and ending balances for the allowance for sales returns are 
given in note 22 (see Appendix A) as £372 million for 2008 (beginning) and £354 
million for 2009 (ending), both credit entries. This is a contra asset account so it 
has a normal credit balance. The estimated sales returns are given in the 
instructions above as a £425 million credit entry, so we must solve for the actual 
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amount of returns debit entry to balance the account. By adding the beginning 
balance and estimate amount (372 and 425), then subtracting the ending 
balance (354), that yields the actual amount of returns, which is £443 million.  
g-ii. Prepare the journal entries that Pearson recorded during 2009 to 
capture, 1) the 2009 estimated sales returns and 2) the amount of actual 
book returns during 2009. In your answer, note whether each account in 
the journal entries is a balance sheet or income statement account.  
(in £ millions)  
1) Sales returns and allowances  425 (income statement account) 
  Allowance for sales returns   425 (balance sheet account) 
 (To record 2009 estimated sales returns) 
2) Allowance for sales returns   443 (balance sheet account) 
  Accounts receivable    443 (balance sheet account) 
 (To record the actual amount of returns in 2009) 
g-iii. In which income statement line item does the amount of 2009 
estimated sales returns appear? 
 The estimated sales returns amount usually appears in the net sales line of 
the income statement, although net sales is not explicitly listed on Pearson’s 
income statement (see Appendix B). It is subtracted from sales.  
h-i. Create a T-account for total or gross trade receivables (that is, trade 
receivables before deducting the provision for bad and doubtful debts and 
the provision for sales returns). Analyze the change in this T-account 
between December 31, 2008 and 2009.  
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(in £ millions) 
 Gross trade receivables 
beginning 1,474 5,570 cash collection 
gross credit sales 5,978 443 actual returns 
  20 actual bad debt 
 1,419   
 
 The beginning and ending balances of trade receivables are given in note 
22 (see Appendix A): £1,474 million for 2008 and £1,419 million for 2009, both 
debit entries since this is an asset account with a normal debit balance. Gross 
credit sales can be calculated by adding the estimated sales returns from the 
sales amount listed on the income statement (£5,624 million plus £354 million). 
This amount (£5,978 million) is debited to the account. The actual returns amount 
from the allowance for sales returns account is credited £443 million. The actual 
bad debt expense amount from the allowance for doubtful accounts is also 
credited £20 million. The amount to credit for cash collection can then be solved 
by adding all the credits, subtracting all the debits, and subtracting the ending 
balance, which yields £5,570 million.  
h-ii. Prepare the journal entries to record the 1) sales on account and 2) 
accounts receivable collection activity in this account during the year.  
(in £ millions) 
1) Accounts receivable  5,978 
  Sales revenue  5,978  (To record sales on account) 
2) Cash     5,570 
  Accounts receivable   5,570 
(To record accounts receivable collection activity) 
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Case 4: Intermediate 
Textbook Problem 6-2 
Solution 
 
Caroline Cantrell 
ACCY 420 
October 11, 2017  
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Introduction            
 For this case, our professor instructed us to choose a problem out of a 
chapter of our Intermediate Accounting textbook (Kieso, Weygandt, Warfield) 
because we had an upcoming test in that class, and she wanted to ensure that 
we fully understood the concepts on which we were being tested. I chose a 
problem from chapter 6 because I knew I was struggling the most with the time 
value of money. This concept is possibly one of the most difficult to grasp to 
anyone seeing it for the first time because it is not exactly logical or intuitive. Now 
that I am more familiar with the topic, I would describe it almost as a puzzle; you 
must find out what pieces are given to you in the problem, and then figure out 
what is missing and for what you must solve. The trickiest part that I have found 
is deciding if it is a single sum, ordinary annuity, or annuity due.  
 I have learned through this case how to properly pick out the pieces of the 
time value formulas and perform the calculations to solve those formulas. 
Analysis            
a. What is the amount of the payments that Ned Winslow must make at the 
end of each of 8 years to accumulate a fund of $90,000 by the end of the 
eighth year, if the fund earns 8% interest, compounded annually? 
The 90,000 is the future value of the annuity, and payments are made at 
the end of the year, so it is an ordinary annuity. By using the formula of annuity = 
cash payments x (annuity factor), you plug in the annuity (90,000) and the 
annuity factor for future value ordinary annuity for 8 periods at 8% interest, which 
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is 10.63663. To solve for the annual cash payments, divide the annuity by the 
annuity factor, which gives you 8,461.  
b. Robert Hitchcock is 40 years old today and he wishes to accumulate 
$500,000 by his 65 birthday so he can retire to his summer place on lake 
Hopatcong. He wishes to accumulate this amount by making equal 
deposits on his 40 through 64 birthdays. What annual deposit must Robert 
make if the fund will earn 8% interest compounded annually? 
The 500,000 is the future value of the annuity, and payments are made on 
his birthdays (beginning of a period) so it is annuity due. By using the formula of 
annuity = cash payments x (annuity factor), you plug in the annuity (500,000) and 
the annuity factor for future value annuity due for 25 periods at 8% interest, which 
is 78.95442. To solve for the annual cash payments, divide the annuity by the 
annuity factor, which gives you 6,333. 
c. Diane Ross has $20,000 to invest today at 9% to pay a debt of $47,347. 
How many years will it take her to accumulate enough to liquidate the 
debt? 
The 20,000 is the present value of the annuity, the 47,347 is the future 
value of the annuity, and 9% is the interest rate. This is a single sum situation. By 
using the formula of future value = present value (future value single sum factor), 
you plug in the future value (47,347) and the present value (20,000) and the 
interest rate of 9%. To solve for the future value single sum factor number of 
periods/years, divide the future value by the present value, which gives you 
2.36735. Using a future value single sum table, go to the 9% interest column and 
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find the factor closest to 2.36735, which is 2.36736, and look to see what period 
row it is in. Since it is in the 10 row, it will take 10 years for her to accumulate the 
sufficient amount.  
d. Cindy Houston has a $27,600 debt that she wishes to repay 4 years from 
today; she has $19,553 that she intends to invest for the 4 years. What rate 
of interest will she need to earn annually in order to accumulate enough to 
pay the debt? 
The 27,600 is the future value of the annuity, 19,553 is the present value, 
and 4 is the number of periods. This is a single sum situation. By using the 
formula of present value = future value (present value single sum factor), you 
plug in the present value (19,553) and the future value (27,600) and the 4 years. 
To solve for present value single sum factor interest rate, divide the present 
value by the future value, which gives you .70844. Using a present value single 
sum table, go to the 4 year row and look to see what factor is closest to .70844, 
which is .70843, and look to see what interest column it is in. Since it is in the 9% 
column, it will require her to earn 9% interest annually to accumulate the 
sufficient amount.  
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November 8, 2017 
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Introduction            
 In this case, we were given information about Palfinger AG, an Austrian 
company that manufactures heavy machinery. We were given their balance 
sheet, income statement, and notes to their financial statements and had to 
answer questions about how they account for their property, plant, and 
equipment. We focused on fixed asset transactions, depreciation methods, and 
capitalization.  
 I learned many new concepts from this case. I learned how to classify 
assets’ construction in progress, the different effects and advantages of different 
depreciation methods, when to capitalize asset modifications, and how to 
calculate gains and losses on sales of assets according to different depreciation 
methods. This case further strengthened my understanding of these topics in 
many ways that have already been applicable in my academic and professional 
career as an accountant.  
Analysis            
a. Based on the description of Palfinger below, what sort of property and 
equipment do you think the company has?  
“Headquartered in Bergheim, Austria, Palfinger AG manufactures hydraulic 
lifting, loading, and handling solutions worldwide. Founded in 1932, Palfinger 
offers various products, including knuckle boom cranes, timber and recycling 
cranes, and telescopic cranes. The company also provides container handling 
systems, tailgates, aerial work platforms, transportable forklifts, and railway 
system solutions. The company primarily serves construction, transport, 
agriculture and forestry, recycling, and haulage industries. Palfinger prepares its 
financial statements in accordance with International Financial Reporting 
Standards (IFRS). (Source: Company 2007 Annual Report)” 
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 Based on this description, I believe Palfinger would possess various 
cranes, forklifts, machines, railroad equipment, and many large warehouses. 
They would most likely own a large amount of land as well. 
b. The 2007 balance sheet (Appendix C) shows property, plant, and 
equipment of €149,990. What does this number represent?  
This balance includes all the equipment listed above, which is all of 
Palfinger’s non-current physical assets used in operations. As stated in the notes 
in Appendix A, property, plant, and equipment is net of accumulated 
depreciation, so it should slowly decrease in value every year that the equipment 
is in use.  
c. What types of equipment does Palfinger report in notes to the financial 
statements? 
As seen in Appendix B, Palfinger reports their categories of PPE to be 
land and buildings, undeveloped, plant and machinery, other plant, fixtures, 
fittings, equipment, and prepayments and assets under construction.  
d. In the notes, Palfinger reports “Prepayments and assets under 
construction.” What does this sub-account represent? Why does this 
account have no accumulated depreciation? Explain the reclassification of 
€14,958 in this account during 2007.  
This account, as seen in Appendix B, represents any assets that are being 
constructed by Palfinger, which would mean they are not currently in use. The 
construction in progress account is used to collect the prepayments for the 
buildings while construction is in progress. It is not depreciated until it is available 
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for use, which would be after it is completed. The reclassification in 2007 would 
be from any assets that have finished construction and are ready for use, so they 
would be transferred to their new finished asset category.  
e. How does Palfinger depreciate its property and equipment? Does this 
policy seem reasonable? Explain the trade-offs management makes in 
choosing a depreciation policy.  
They use the straight-line depreciation method and start depreciating 
assets as soon as they are put in use. Yes, this method seems reasonable 
because all the assets decline by the same amount every year. Double declining 
balance would time the depreciation expense differently, causing it to be higher 
in the beginning of the assets’ useful lives and lower later in their lives, but the 
overall accumulated depreciation would be the same in both methods. Double 
declining balance might be better for some assets that decrease in quality over 
their useful lives, making it more valuable early in their lives.  
f. Palfinger routinely opts to perform major renovations and value-
enhancing modifications to equipment and buildings rather than buy new 
assets. How does Palfinger treat these expenditures? What is the 
alternative accounting treatment? 
Palfinger states in the notes that they treat value-enhancing modifications 
as follows: “Replacement investments and value-enhancing investments are 
capitalized and depreciated over either the new or the original useful life. Assets 
obtained through finance leases are capitalized at the fair value or lower present 
value of the minimum lease payments at the acquisition date from the viewpoint 
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of the lessee, and depreciated over their useful lives. The capitalized value of 
assets corresponds to the present value of the lease payments outstanding at 
the balance sheet date” (Appendix A). This method creates an asset from the 
modifications and depreciates it overtime. The alternative treatment of these 
modifications would be to normally expense it under an operating lease.  
g. Use the information in the financial statement notes to analyze the 
activity in the “Property, plant and equipment” and “Accumulated 
depreciation and impairment” accounts for 2007. Determine the following 
amounts:  
• The purchase of new property, plant and equipment in fiscal 2007. 
This amount is €61,444, taken from the acquisition cost total column for 
additions in 2007 in Appendix B.  
• Government grants for purchases of new property, plant and 
equipment in 2007. Explain what these grants are and why they are 
deducted from the property, plant, and equipment account. 
This amount is €733, taken from the acquisition cost table total column for 
government grants in 2007 in Appendix B. IAS 20 states that grants can 
either be recognized as deferred income or deducted from the asset’s 
carrying value. Grants are money from the government given to the 
company, so this would decrease the cost of the assets and would not be 
included in depreciation or net realizable value, so it is deducted.  
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• Depreciation expense for fiscal 2007. 
This amount is €12,557, taken from the accumulated depreciation table 
total column for depreciation in 2007 in Appendix B.  
• The net book value of property, plant, and equipment that Palfinger 
disposed of in fiscal 2007. 
Net book value equals cost less accumulated depreciation. The disposal 
cost is €13,799 for 2007 (Appendix B), less the accumulated depreciation 
for disposals which is €12,298, which yields €1,501 as the net book value 
of disposals for 2007.  
h. The statement of cash flows (not presented) reports that Palfinger 
received proceeds on the sale of property, plant, and equipment amounting 
to €1,655 in fiscal 2007. Calculate the gain or loss that Palfinger incurred on 
this transaction. Explain what this gain or loss represents in economic 
terms.  
  If the disposed PPE was sold for €1,655, this would be a gain of €154, 
because the net book value of those disposed assets was €1,501. This gain 
represents the amount over the book value the buyer paid for the assets.  
i. Consider the €10,673 added to “Other plant, fixtures, fittings, and 
equipment” during fiscal 2007. Assume that these net assets have an 
expected useful life of five years and a salvage value of €1,273. Prepare a 
table showing the depreciation expense and net book value of this 
equipment over its expected life assuming that Palfinger recorded a full 
year of depreciation in 2007 and the company uses:  
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• Straight-line depreciation.  
Straight-line depreciation table 
Year Beginning book value Depreciation expense Accumulated depreciation 
1 € 10,673 € 1,880 € 1,880 
2 € 8,793 € 1,880 € 3,760 
3 € 6,913 € 1,880 € 5,640 
4 € 5,033 € 1,880 € 7,520 
5 € 3,153 € 1,880 € 9,400 
 € 1,273   
 
• Double declining balance depreciation. 
Double declining depreciation table 
Year Beginning book value Depreciation expense Accumulated depreciation 
1 € 10,673 € 4,269 € 4,269 
2 € 6,404 € 2,562 € 6,831 
3 € 3,842 € 1,537 € 8,368 
4 € 2,305 € 922 € 9,290 
5 € 1,383 € 110 € 9,400 
 € 1,273   
 
j. Assume that the equipment from above was sold on the first day of fiscal 
2008 for proceeds of €7,500. Assume that Palfinger’s accounting policy is 
to take no depreciation in the year of sale.  
j-i. Calculate any gain or loss on this transaction assuming that the 
company used straight-line depreciation. What is the total income 
statement impact of the equipment for the two years that Palfinger owned 
it? Consider the gain or loss on disposal as well as the total depreciation 
recorded on the equipment. 
 Since the equipment was only used for one year, the net book value 
would be €8,793. The loss would be €1,293 if the equipment was sold for €7,500. 
The income statement impact the first year is only the one year of depreciation 
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expense, which is €1,880. The second year the loss of €1,293 is recorded.  
j-ii. Calculate any gain or loss on this transaction assuming the company 
used double declining balance depreciation. What is the total income 
statement impact of this equipment for the two years that Palfinger owned 
them? Consider the gain or loss on disposal as well as the total 
depreciation recorded on the equipment. 
 Since the equipment was only used for one year, the net book value 
would be €6,404. The gain would be €1,096 if the equipment was sold for 
€7,500. The income statement impact the first year is only the one year of 
depreciation expense, which is €4,269. The second year the gain of €1,096 is 
recorded.  
j-iii. Compare the total two-year income statement impact of the equipment 
under the two depreciation policies. Comment on the difference.  
 Under straight-line depreciation, a total loss of €3,173 is taken from the 
income statement over two years. Under double declining balance depreciation, 
the same amount is taken from the income statement in total over two years. The 
lower depreciation expense contributes to a higher book value in straight-line, 
which yields a loss on the sale. In double declining balance, the higher 
depreciation expense basically cancels out the effect of the gain on the sale 
because of the lower book value.  
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Introduction            
 In this case, we were given information on Volvo Group. We were given 
their income statement, balance sheet, shareholder’s equity, cash flow 
statement, and notes for 2009 and eleven-year summary. This case mainly 
focused on research and development costs and the different ways to report 
them financially. Depending on the standards being applied, US GAAP or IFRS, 
research and development costs can either be all expensed or somewhat 
capitalized and amortized over multiple periods. Because Volvo is a Swedish 
company, they chose to capitalize some research and development costs (or 
product and software development in their case) and convert them into intangible 
assets.  
 I learned many new things in this case, including the differences in US 
GAAP and IFRS standards regarding intangible assets and research and 
development costs. I learned the specifics of IAS 38 and what exactly can be 
capitalized in terms of research and development costs. I learned the account 
movements in the product and software development asset account net of 
amortization and what entries affect this account. I learned how to calculate the 
total research and development costs incurred, which includes the amounts 
expensed, capitalized, and amortized. I also compared Volvo to a company that 
adheres to US GAAP and expenses all of their research and development costs, 
and calculated their research and development costs incurred to net sales 
proportion. This allowed me to see more clearly the benefits and disadvantages 
of capitalizing and amortizing research and development costs.  
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Analysis            
a. The 2009 income statement (Appendix A) shows research and 
development expenses of SEK 13,193 (millions of Swedish Krona). What 
types of costs are likely included in these amounts? 
 Costs included in the research and development expense would be all 
expenditures from the research phase and any expenditure from the 
development or “industrialization” phase that does not meet the intangible asset 
criteria in IAS 38, which would be capitalized. Types of research activities that 
would be expensed include “activities aimed at obtaining new knowledge; the 
search for, evaluation and final selection of, applications of research findings of 
other knowledge; the search for alternatives for materials, devices, products, 
processes, systems or services; and the formulation, design, evaluation and final 
selection of possible alternatives for new or improved materials, devices, 
products, systems or services.” 
b. Volvo Group follows IAS 38—Intangible Assets, to account for its 
research and development expenditures. As such, the company capitalizes 
certain R&D costs and expenses others. What factors does Volvo Group 
consider as it decides which R&D costs to capitalize and which to 
expense? 
 Volvo only capitalizes intangible assets from the development phase that 
follow these criteria from IAS 38: “(a) the technical feasibility of completing the 
intangible asset so that it will be available for use or sale. (b) its intention to 
complete the intangible asset and use or sell it. (c) its ability to use or sell the 
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intangible asset. (d) how the intangible asset will generate probable future 
economic benefits. Among other things, the entity can demonstrate the existence 
of a market for the output of the intangible asset or the intangible asset itself or, if 
it is to be used internally, the usefulness of the intangible asset. (e) the 
availability of adequate technical, financial and other resources to complete the 
development and to use or sell the intangible asset. (f) its ability to measure 
reliably the expenditure attributable to the intangible asset during its 
development.” They expense any other research and development costs.  
c. The R&D costs that Volvo Group capitalizes each period (labeled Product 
and software development costs) are amortized in subsequent periods, 
similar to other capital assets such as property and equipment. Notes to 
Volvo’s financial statements (Appendix C) disclose that capitalized product 
and software development costs are amortized over three to eight years. 
What factors would the company consider in determining the amortization 
period for particular costs? 
When determining the amortization period for product and software 
development, Volvo most likely considered how long software and similar assets 
are typically useful. This could be based on previous experience or other similar 
assets in their industry. This would also be the amount of time this asset would 
provide benefits before becoming unusable.  
d. Under U.S. GAAP, companies must expense all R&D costs. In your 
opinion, which accounting principle (IFRS or U.S. GAAP) provides financial 
statements that better reflect costs and benefits of periodic R&D spending? 
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  If you were to expense all R&D costs, as under US GAAP, it would cause 
a very high upfront cost, yet you would not necessarily see the benefits until after 
a few periods. Having the ability to capitalize R&D costs matches them more 
accurately within the periods that they provide benefits or revenues. Because 
there is a high degree of uncertainty of whether these R&D costs will actually 
provide future benefits, it is more conservative to expense them sooner than 
later.  
e-i. Refer to footnote 14 where Volvo reports an intangible asset for 
“Product and software development.” Assume that the product and 
software development costs reported in footnote 14 are the only R&D costs 
that Volvo capitalizes. What is the amount of the capitalized product and 
software development costs, net of accumulated amortization at the end of 
fiscal 2009? Which line item on Volvo Group’s balance sheet reports this 
intangible asset? 
Note 14 (appendix D) discloses that SEK 11,409 is the net carrying value 
of product and software development for 2009, which is the ending balance in the 
asset account. SEK 2,602 is the amount of capital expenditures, or the amount 
capitalized, for product and software development in 2009, and SEK 3,126 is the 
amount of accumulated amortization. These numbers are contained within the 
intangible assets line on the balance sheet of SEK 41,628 (appendix B). 
Intangible assets also includes goodwill, entrance fees, and other intangible 
assets that are not part of R&D.  
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e-ii. Create a T-account for the intangible asset “Product and software 
development,” net of accumulated amortization. (in SEK millions) 
Product & software development, net 
begin balance, carrying value 12,381 3,126 amortization on capitalized amt 
capitalized 2,602 448 adjustment 
end balance, carrying value 11,409   
 
f-i. Complete the table below for Volvo’s Product and software development 
intangible asset (amounts not in bold were given). 
(in SEK millions) 2007 2008  2009  
1) Product and software development costs 
capitalized during the year  
2,057 2,150 2,602 
2) Total R&D expense on the income statement  11,059 14,348 13,193 
3) Amortization of previously capitalized costs 
(included in R&D expense)  
2,357 2,864 3,126  
4) Total R&D costs incurred during the year  
     = 1 + 2 - 3  
10,759 13,634 12,669 
 
f-iii. What proportion of Total R&D costs incurred did Volvo Group 
capitalize (as product and software development intangible asset) in each 
of the three years? 
For 2007, the amount capitalized 2,057 over the total R&D costs 10,759 
yields a 19.12 percent capitalized proportion. For 2008, the amount capitalized 
2,150 over the total R&D costs 13,634 yields a 15.77 percent capitalized 
proportion. For 2009, the amount capitalized 2,602 over the total R&D costs 
12,669 yields a 20.54 percent capitalized proportion. 
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g. Assume that you work as a financial analyst for Volvo Group and would 
like to compare Volvo’s research and development expenditures to a U.S. 
competitor, Navistar International Corporation. Navistar follows U.S. GAAP 
that requires that all research and development costs be expensed in the 
year they are incurred. You gather the following information for Navistar for 
fiscal year end October 31, 2007 through 2009.  
(in US $ millions)  2007  2008  2009  
Total R&D costs incurred during the year, 
expensed on the income statement  375  384  433  
Net sales, manufactured products 11,910 14,399 11,300 
Total assets  11,448 10,390 10,028 
Operating income before tax  (73)  191  359 
 
g-i. Use the information from Volvo’s eleven-year summary to complete the 
following table: 
(in SEK millions)  2007  2008  2009  
Net sales, industrial operations  276,795 294,932 208,487 
Total assets, from balance sheet  321,647  372,419 332,265 
 
g-ii. Calculate the proportion of total research and development costs 
incurred to net sales from operations (called, net sales from manufactured 
products, for Navistar) for both firms. How does the proportion compare 
between the two companies? 
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 As you can see in the tables below, Volvo consistently has a higher R&D 
cost proportion of sales than Navistar. Even though both companies saw a drop 
in sales in 2009, Volvo also incurred less R&D cost, while Navistar continued to 
increase R&D spending. Because Navistar is expensing all R&D costs and not 
capitalizing any, they are yielding a lower R&D to sales proportion since their 
investment in R&D is most likely not providing benefits (or increase in sales) until 
later periods. Because Volvo is capitalizing and amortizing some of their R&D 
costs, they are yielding a higher R&D cost to sales proportion. 
Volvo 2007 2008 2009 
R&D Cost 10,759 13,634 12,669 
Sales 276,795 294,932 208,487 
Proportion 3.89% 4.62% 6.08% 
 
Navistar 2007 2008 2009 
R&D Cost 375 384 433 
Sales 11,910 14,399 11,300 
Proportion 3.15% 2.67% 3.83% 
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Introduction            
 For this case, our professor developed her own case study that focused 
on various types of data analytics software. She assigned each group a specific 
software, and we had to answer a set of questions pertaining to that particular 
software. Our group was assigned IDEA, which stands for Interactive Data 
Extraction Analysis. With data analytics being the new trend in accounting and 
similar fields, it was definitely useful to get a quick introduction to the different 
kinds of technology with which we could come into contact in the future. Having 
already completed my internship, I actually did use IDEA when selecting and 
evaluating samples on an audit client, so it was very helpful to have already seen 
the program and how it works. I am very interested in the more technological side 
of audits and accounting in general, so this case was very appealing to me. Now 
that our school will be one of the firsts in the country to offer a Masters in Data 
Analytics, this case will be useful to look back on when those types of software 
are integrated into our curriculum.  
 I learned from this case that large amounts of data are getting larger and 
more common to come across, and sorting through and analyzing that data is 
getting more difficult. Programs like IDEA have created ways that make 
evaluating and presenting this data easier, more efficient, and more user friendly. 
This software can add value to any firm, and is almost always a smart investment 
to make.  
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Analysis            
Identify the history and purpose of this tool and describe, in general, how it 
is used to make business decisions. Be specific about what kind of 
technology platform it uses and other resources that need to be in place to 
fully utilize the functionality of the tool. 
 Caseware Analytics was founded in 1988, but the rights for the IDEA 
software were not obtained until 2000. IDEA stands for Interactive Data 
Extraction Analysis. There are currently over 400,000 users of this software 
worldwide. IDEA was mainly created to be used in auditing; it does the data 
analysis work that a standard auditor does in a fraction of the time. It streamlines 
the data gathering and sorting process by allowing users to upload almost any 
kind of file, and then it quickly analyzes that data, decreasing the risk of human 
error. It ensures that the data is kept secure by allowing read-only access to the 
files the user chooses. IDEA contains hundreds of standard audit functions like 
sampling, stratification, fuzzy duplicate, and gap detection. It also contains a 
feature called “SmartAnalyzer” that allows users to select set routines to perform 
on every audit. It also keeps track of each and every step of the analysis process 
so the user can easily recall the steps in the future. The newest version allows 
users to “discover and visualize” their data. Discover finds trends and outliers in 
the user’s data and is a good place to start if the user is unsure of where to begin 
their analysis. Visualize lets the user create a visual dashboard to clearly and 
quickly see an overview of their data and analysis. It is very easy-to-use and set 
up similarly to Microsoft Office, as seen in the pictures below. The only resources 
required would be a computer that runs Microsoft Windows operating system.  
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What special skills are needed to use this tool to aid in business decision 
making. How might a student like yourself gain those skills? 
 The user would only need basic computer and accounting knowledge to 
operate the software. IDEA is relatively easy-to-use and user-friendly, but 
Caseware’s website is also filled with tutorials and other training resources.  
How, specifically, would you use the tool in the following business 
settings? Create at least three specific scenarios for each category in 
which the tool would lead to more efficiency and better effectiveness. Be 
sure to describe what kinds of data your tool would use for each scenario. 
Audit 
In many audits, especially at large firms, there is a substantial volume of 
data of all different kinds that need to be sorted through and analyzed. This can 
take long periods of time and can take multiple employees (and their 
compensation) to accomplish accurately. IDEA quickly scans through large 
volumes of data without error, and clearly displays its findings. This minimizes 
the time and money spent on analyzing large volumes of data, increasing 
efficiency.  
Sometimes when performing a long extensive audit, an auditor can lose 
track of where they were in their process. Since IDEA records every step of the 
audit and analysis process, it is easy to go back and see what has already been 
completed and what may have been forgotten or overlooked. This clearly saves a 
great deal of time and stress that an auditor would endure had they not used 
IDEA.  
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It can be very frustrating when an auditor is not only given a large amount 
of data, but also when that data is mixed up into hundreds of different file types 
that are difficult to consolidate and view with ease. IDEA allows users to upload 
virtually any file type and then analyzes that data and compares the files on its 
own.  
Tax 
 If a firm is wanting to minimize its taxes payable, it would need to clearly 
see what departments and locations are paying in comparison to others. IDEA 
can quickly run an analysis of this and create a visualization that clearly shows 
any outliers or trends in the tax data, allowing a firm to easily make an informed 
decision. 
 Taxes can be very repetitive and routine, so rather than wasting time on 
manually repeating the same tasks over and over, IDEA allows users to easily 
automate these tasks.  
 When doing tax planning, accountants need assurance that income is not 
being over or understated. IDEA can quickly and consistently assure this by 
running multiple analyses that can reveal any outliers or mistakes made in 
reporting income.  
Financial statement analysis/advisory/valuation 
 As stated previously, IDEA has the ability to sort through varying types of 
data and files very quickly. When completing financial statement analysis, IDEA 
is very useful because it does the analysis work for the user and produces a 
clear visual overview of the results.  
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 Regarding advisory, consultants using IDEA can make quicker analyses 
and recommendations.  
 There are many ways to valuate an asset. IDEA could be used in many 
different ways to enhance this process. Depending on what data the user 
imported, IDEA could quickly find the present value of any asset after comparing 
the relevant data.   
Write a few paragraphs to your future public accounting partner explaining 
why your team should invest in the acquisition of and training in this tool. 
Explain how the tool will impact the staffing and scope of your future 
engagements.  
 Caseware IDEA is most certainly a sound investment to make. It 
drastically reduces the amount of time accountants and other users spend on 
analyzing financial data and performing audits. This in turn reduces costs 
because those employees are no longer needed to be compensated for that 
time. After implementing the IDEA software, employees that were spending time 
analyzing that data can now be moved to more value-adding jobs and tasks. This 
may shift the long term staffing outlook because the basic audit functions that 
employees were previously doing are now being completed by the software. 
Since IDEA is relatively easy to use, training would not cost very much time or 
money. The firm can now take on a larger amount of clients and projects 
because less time is needed on each one. This would hopefully increase profits, 
which is the ultimate goal of any firm.  
  
  84 
Sources            
https://www.casewareanalytics.com/products/idea-data-analysis  
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Introduction            
 In this case, we were given information on Rite Aid Corporation. We were 
given their financial statements for 2008, 2009, and 2010 and were asked to 
evaluate their long-term debt and balance sheet. The focus of this case was to 
understand the different kinds of long-term debt and their corresponding interest, 
how to journalize them, and how they affect the financial statements.  
 Rite Aid has lots of different kinds of debt. They separate their debt into 
secured and unsecured, and then guaranteed and unguaranteed. I learned that 
the difference between secured and unsecured debt is that secured debt is 
backed by assets, so if the issuer defaults on their loan payments, the creditor 
can take their pledged assets of that amount. Guaranteed debt is secured by a 
third party, so if the issuer defaults on their loan payment, that third party will pay 
the debt. For Rite Aid, their guarantor is their subsidiaries. I also learned that total 
debt is made up of current maturities, long-term debt, and lease financing 
obligations. I learned the difference between recording a note at par and at a 
discount. I also learned how to calculate the effective interest rate, both by hand 
and in Microsoft Excel. I learned how to journalize interest expense and cash 
payments over the life of a note, along with how to make an amortization 
schedule. I also learned that the face value of a note can change in rare 
circumstances, like in the case of partial retirement. Overall, I think my 
understanding of long-term debt and its various forms has been expanded by this 
case.   
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Analysis            
a-i. Explain the difference between Rite Aid’s secured and unsecured debt. 
Why does Rite Aid distinguish between these two types of debt? 
 Secured debt is backed by an asset, known as collateral. Unsecured debt 
is not backed by an asset and has a higher risk of not being paid off. Rite Aid has 
multiple different secured debt agreements, due anywhere between September 
2010 and October 2019, as seen in Appendix A. All of these agreements have 
varying interest rates called LIBOR, which stands for London Interbank Offered 
Rate, which function as a benchmark interest rate for banks to charge around the 
world. Most of Rite Aid’s secured debt has terms that include “mandatory 
prepayments of the Tranche 2 Term Loan with the proceeds of asset dispositions 
(subject to certain limitations), with a portion of any excess cash flow generated 
by the Company (as defined in the senior secured credit facility) and with the 
proceeds of certain issuances of equity and debt (subject to certain exceptions),” 
“secured by a senior lien on, among other things the inventory, accounts 
receivable and prescription files of the subsidiary guarantors,” and  
“either (a) an event of default exists…or (b) the sum of revolver 
availability…and certain amounts held on deposit with the senior collateral 
agent in a concentration account is less than $100,000 for three 
consecutive business days (a ‘‘cash sweep period’’), the funds in our 
deposit accounts will be swept to a concentration account with the senior 
collateral agent and will be applied first to repay outstanding revolving 
loans under the senior secured credit facility, and then held as Collateral 
for the senior obligations until such cash sweep period is rescinded 
pursuant to the terms of the Company’s senior secured credit facility 
(Appendix C).” 
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Rite Aid most likely separates secured and unsecured debt because of the risk 
and collateral associated with each kind of debt. The company possesses more 
secured debt, which would mean that more of their assets are at risk of being 
seized should they default on their loan payment. This might affect an investor’s 
decision to invest in the company.  
a-ii. What does it mean for debt to be “guaranteed”? According to note 11, 
who has provided the guarantee for some of Rite Aid’s unsecured debt?  
 Rite Aid separates their unsecured debt into guaranteed and 
unguaranteed. Guaranteed debt is debt that is almost “guaranteed” to be paid, 
because a third party will pay what is due if the issuer defaults. The third party in 
this case is “all of Rite Aid Corporation’s wholly-owned subsidiaries” (“The 
subsidiary guarantees related to the Company’s senior secured credit facility and 
secured notes and on an unsecured basis the guaranteed indentures are full and 
unconditional and joint and several, and there are no restrictions on the ability of 
the parent to obtain funds from its subsidiaries.”) (Appendix C).  
a-iii. What is meant by the terms “senior,” “fixed-rate,” and “convertible”? 
 Senior debt has higher priority over other unsecured debt. Fixed-rate debt 
has a set interest rate that does not change overtime. Convertible debt can be 
converted into common stock shares of the issuer of equal cash value.  
a-iv. Speculate as to why Rite Aid has many different types of debt with a 
range of interest rates. 
  Different kinds and amounts of debt are issued for different purposes, and 
to whom the debt is owed and when the debt is issued determines the interest 
  89 
rate. Usually higher amounts of debt are not due for longer amounts of time and 
have higher interest rates because they have a higher risk of not being paid in 
time. Rite Aid most likely needs different amounts of cash at different times, so 
they issue different kinds of debt at different times.  
b. Consider note 11, Indebtedness and Credit Agreement. How much total 
debt does Rite Aid have at February 27, 2010? How much of this is due 
within the coming fiscal year? Reconcile the total debt reported in note 11 
with what Rite Aid reports on its balance sheet. 
 The total debt for 2010 is $6,370,899. This is found at the bottom of Note 
11 (Appendix A). $51,502 of this is due within the coming fiscal year. This is 
reconciled by the following accounts on the balance sheet (Appendix B): current 
maturities of long-term debt and lease financing obligations $51,502; long-term 
debt, less current maturities $6,185,633; and lease financing obligations, less 
current maturities $133,764. These account balances add up to the total debt of 
$6,370,899.  
c-i. Consider the 7.5% senior secured notes due March 2017. What is the 
face value (i.e. the principal) of these notes? How do you know? 
  The face value of the note due March 2017 is $500,000. This note was 
issued at par because no unamortized discount is listed (Appendix A), so the 
face value is equal to the carrying value.  
c-ii. Prepare the journal entry that Rite Aid must have made when these 
notes were issued.  
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  Cash  500,000 
Notes Payable  500,000 
 This entry increases assets (cash) and liabilities (payable); it has no effect on 
net income.  
c-iii. Prepare the annual interest expense journal entry. Note that the 
interest paid on a note during the year equals the face value of the note 
times the stated rate (i.e., coupon rate) of the note. 
  Interest Expense  37,500  (500,000 x .075) 
   Interest Payable or Cash  37,500 
This entry could increase liabilities (payable) or decrease assets (cash), 
depending if Rite Aid is paying their interest immediately in cash or on credit. It 
also decreases net income (expense).  
c-iv. Prepare the journal entry that Rite Aid will make when these notes 
mature in 2017.  
  Notes Payable 500,000 
  Interest Payable  300,000 (2009 to 2017 = 8 years x 37,500) 
   Cash     800,000 
This entry decreases both liabilities (payables) and assets (cash). It has no effect 
on net income.  
d-i. Consider the 9.375% senior notes due December 2015. Assume that 
interest is paid annually. What is the face value (or principal) of these 
notes? What is the carrying value (net book value) of these notes at 
February 27, 2010? Why do the two values differ? 
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  The face value of the note due December 2015 is $410,000. The carrying 
value is $405,951. The difference between these is the unamortized discount of 
$4,049 for 2010 (Appendix A).  
d-ii. How much interest did Rite Aid pay on these notes during the fiscal 
2009? 
  Rite Aid paid $38,438 cash interest in 2009. This is calculated by 
multiplying the stated rate of 9.375% times the face value of $410,000. This 
amount stays constant throughout the life of the note unless the face value 
changes from partial retirement or other circumstances. 
d-iii. Determine the total amount of interest expense recorded by Rite Aid 
on these notes for the year ended February 27, 2010. Note that there is a 
cash and a noncash portion to interest expense on these notes because 
they were issued at a discount. The noncash portion of interest expense is 
the amortization of the discount during the year (that is, the amount by 
which the discount decreased during the year).  
  The interest expense recorded for 2010 is $39,143. This is a combination 
of the cash interest of $38,438 and the amortized discount of $705. The discount 
amortization is the difference between $4,754 unamortized for 2009 and $4,049 
for 2010.  
d-iv. Prepare the journal entry to record interest expense on these notes for 
fiscal 2009. Consider both the cash and discount (noncash) portions of the 
interest expense from part iii above. 
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  Interest Expense 39,143 
   Discount on N/P  705 
   Cash    38,438 
This entry decreases net income (expense) and assets (cash). Since discount on 
notes payable is a contra liability, a credit is decreasing the discount, but 
increasing liabilities.  
d-v. Compute the total rate of interest recorded for fiscal 2009 on these 
notes. 
  The effective rate for these notes is calculated by dividing the interest 
expense of $39,143 by the carrying value of $405,246. This yields an effective 
rate of 9.659%.  
e-i. Consider the 9.75% notes due June 2016. Assume that Rite Aid issued 
these notes on June 30, 2009 and that the company pays interest on June 
30th of each year. According to note 11, the proceeds of the notes at the 
time of issue were 98.2% of the face value of the notes. Prepare the journal 
entry that Rite Aid must have made when these notes were issued. 
  Cash    402,620  (410,000 face x 98.2%) 
  Discount on N/P 7,380 
   Notes Payable 410,000 
This entry increases assets (cash). The net effect on liabilities from the discount 
(contra liability) and payable is an overall increase of $402,620. There is no effect 
on net income. 
e-ii. At what effective annual rate of interest were these notes issued? 
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  The effective rate of these notes is 10.1212%. This was found by using 
the rate function in Excel.  
e-iii. Assume that Rite Aid uses the effective interest rate method to 
account for this debt. Use the table that follows to prepare an amortization 
schedule for these notes. Use the last column to verify that each year’s 
interest expense reflects the same interest rate even though the expense 
changes.  
Date 
Cash 
Interest 
Payment 
Interest 
Expense 
Bond 
Discount 
Amortization 
Net Book 
Value of Debt 
Effective 
Interest 
Rate 
June 30, 2009 -- -- -- $ 402,620  
June 30, 2010 $ 39,975 40,750 775 403,395 10.1212% 
June 30, 2011 39,975 40,828 853 404,248 10.1212% 
June 30, 2012 39,975 40,915 940 405,188 10.1212% 
June 30, 2013 39,975 41,010 1,035 406,223 10.1212% 
June 30, 2014 39,975 41,115 1,140 407,363 10.1212% 
June 30, 2015 39,975 41,230 1,255 408,618 10.1212% 
June 30, 2016 39,975 41,357 1,382 500,000 10.1212% 
 
e-iv. Based on the above information, prepare the journal entry that Rite 
Aid would have recorded February 27, 2010, to accrue interest expense on 
these notes. 
  Interest Expense  27,167 
   Discount on N/P  517 
   Interest Payable  26,650 
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Because interest is not due until June 30 each year, a partial year is used to 
calculate these amounts. This entry decreases net income and increases 
liabilities. 
e-v. Based on your answer to part iv., what would be the net book value of 
the notes at February 27, 2010?  
  The net book value on the balance sheet date would be the net book 
value from 2009 plus the discount for the partial year: $402,620 + 517 = 403,137.  
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Introduction            
 In this case, we were given information about Merck & Co., an American 
pharmaceutical company. We were given their statement of income, balance 
sheet, statement of cash flows, and notes to the financial statements and 
answered questions about shareholder’s equity. We focused on authorized, 
issued, outstanding, and treasury stock; market capitalization; effects of 
dividends; and ratio analysis.  
 I learned many new things throughout working on this case. I learned how 
to calculate the value of common stock issued, how to calculate market 
capitalization, how to record dividends declared and paid, and why companies 
buy back stock. All of these new skills have proven to be useful throughout my 
academic career here at Ole Miss, and also in my professional life. 
Understanding the inner workings of stock issuance and valuation is not only 
important in the accounting world, but also in the business world in general. You 
do not have to be an accountant to benefit from comprehending shareholder’s 
equity, because anyone can invest in the stock market, and knowing how your 
investment affects the company is always a smart idea.  
Analysis            
a-i. Consider Merck’s common shares. How many common shares is Merck 
authorized to issue? 
 Merck is authorized to issue 5.4 billion shares of common stock, as found 
on their balance sheet in the stockholder’s equity section.  
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a-ii. How many common shares has Merck actually issued at December 31, 
2007? 
 Merck actually issued 2,983,508,675 shares as of December 31, 2007, 
which is also found on their balance sheet.  
a-iii. Reconcile the number of shares issued at December 31, 2007, to the 
dollar value of common stock reported on the balance sheet. 
 The dollar value of common stock for 2007 is $29.8 million, which is the 
number of shares issued multiplied by the par value of one cent.  
a-iv. How many common shares are held in treasury at December 31, 2007? 
 There are 811,005,791 shares held in treasury as of December 31, 
2007, found at the bottom of the balance sheet. 
a-v. How many common shares are outstanding at December 31, 2007? 
 Shares outstanding is the difference between shares issued and shares 
held in treasury. Based on this assumption, 2,983,508,675 less 811,005,791 
equals 2,172,502,884 which is the number of common shares outstanding.  
a-vi. At December 31, 2007, Merck’s stock price closed at $57.61 per share. 
Calculate the total market capitalization of Merck on that day. 
 Market capitalization is defined as the number of shares outstanding 
times the market price. 2,172,502,884 shares multiplied by $57.61 equals 
$125,157,891,147.24, which is Merck’s market capitalization as of December 31, 
2007.  
c. Why do companies pay dividends on their common or ordinary shares? 
What normally happens to a company’s share price when dividends are 
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paid? 
  Companies pay dividends to attract more investors. Because dividends 
decrease retained earnings, paying dividends shows that the company is 
confident that they will receive higher net income in the future to maintain or 
increase their retained earnings. Usually when dividends are paid, stock price 
decreases by the amount per share that is paid in dividends. This is because 
after a dividend payout, the amount of the dividends paid is deducted from the 
retained earnings, reducing the “value” of the company to investors. New 
investors who will not receive that dividend would not be willing to pay the same 
price that current stockholders who received the dividend paid.  
d. In general, why do companies repurchase their own shares? 
  Because each share of stock represents ownership in the company, a 
company might repurchase their own stock to regain their own ownership and 
voting rights of their company. Treasury stock also decreases the number of 
shares outstanding, which automatically increases the earnings per share ratio, 
making them more attractive to investors.  
e. Consider Merck’s statement of cash flow and statement of retained 
earnings. Prepare a single journal entry that summarizes Merck’s common 
dividend activity for 2007. (in millions) 
  Retained Earnings  3,310.7  (dividends declared) 
   Cash    3,307.3 (dividends paid) 
   Dividends Payable  3.4  (plug) 
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g-i. During 2007, Merck repurchased a number of its own common shares 
on the open market. Describe the method Merck uses to account for its 
treasury stock transactions. 
  Merck uses the cost method, as opposed to the par value method, to 
account for its treasury stock transactions. This can be seen at the bottom of 
their balance sheet: “less treasury stock, at cost.” This means that they do not 
credit or debit a paid-in capital account when they purchase the treasury stock, 
only when they resell that stock, if the reselling price is higher or lower than the 
cost they originally paid for those shares. Basically, the cost method uses the 
cost at which the shares are acquired as the benchmark going forward, and the 
par value method uses par value as the benchmark.  
g-ii. Refer to note 11 to Merck’s financial statements. How many shares did 
Merck repurchase on the open market during 2007? 
 Merck repurchased 26.5 million shares in 2007.  
g-iii. How much did Merck pay, in total and per share, on average, to buy 
back its stock during 2007? What type of cash flow does this represent? 
 Merck paid $1,429.7 million in total for treasury stock in 2007, as seen 
on the statement of cash flows and note 11. By dividing that amount by the 
number of shares purchased, we can see that they paid $53.95 per share on 
average. This represents a financing cash outflow and can be seen on the 
statement of cash flows in the financing activities section.  
g-iv. Why doesn’t Merck disclose its treasury stock as an asset? 
 An asset is defined as a resource with economic value that a company 
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owns with the expectation that it will provide future benefit. Treasury stock is a 
contra-equity account, meaning it decreases equity. It is not an asset because it 
does not provide any future benefit to the company; they are basically reclaiming 
ownership in themselves.  
i. Determine the missing amounts and calculate the ratios in the tables 
below. For comparability, use dividends paid for both companies rather 
than dividends declared. Use the number of shares outstanding at year end 
for per-share calculations. What differences do you observe in Merck’s 
dividend-related ratios across the two years?  
 All of Merck’s dividend ratios decreased except for their dividend payout. 
This is mainly because they paid less dividends in 2007 than in 2006. Their net 
income decreased, but their shares outstanding, total assets, operating cash 
flows, and stock price increased from 2006.  
 (in millions)        2007   2006  
Dividends paid  $3,307.3 $3,322.6 
Shares outstanding  2,172.5 2,167.8 
Net income  $3,275.4 $4,433.8 
Total assets  $48,350.7  $44,569.8  
Operating cash flows  $6,999.2  $6,765.2  
Year-end stock price  $57.61  $41.94  
 
 
 
 
  107 
Dividends per share  $1.52 $1.53 
Dividend yield (dividends per share to stock price)  2.64% 3.66% 
Dividend payout (dividends to net income)  100.97% 74.94% 
Dividends to total assets  6.84% 7.45% 
Dividends to operating cash flows  47.25% 49.11% 
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Introduction            
 In this case, we learned about State Street Corporation. The case 
description says that State Street is a financial holding company headquartered 
in Boston. We were given the income statement, statement of comprehensive 
income, balance sheet (or “statement of condition”), statement of stockholder’s 
equity, and notes to the financial statements. The questions and concepts in this 
case were based around investments, also known as securities.  
We were asked to classify and distinguish the differences between the 
kinds of securities: trading, available-for-sale, and held-to-maturity. We learned 
the basic differentiating factors of each security, which are based around 
management intent. For trading securities, management intends to sell the 
security within the year or a short period of time. For held-to-maturity securities, 
management must be willing and able to hold (not sell) the security until its 
maturity date. Because only debt securities have maturity dates, equity securities 
cannot be classified as held-to-maturity. For available-for-sale securities, 
management can either hold or sell the security.  
We also learned the different valuation methods of each type of security. 
Trading securities and available-for-sale securities are valued at fair market 
value, but gains and losses from changes in their values flow through different 
financial statements. Trading security unrealized gains and losses flow through 
the income statement. Available-for-sale security unrealized gains and losses 
flow through equity as comprehensive income. Held-to-maturity securities are 
  115 
valued at amortized cost, so unrealized gains and losses are not recognized. 
Realized gains and losses can be recognized once the securities are sold. 
Analysis            
a-i. Consider trading securities. Note that financial institutions such as 
State Street typically call these securities “Trading account assets.” In 
general, what are trading securities? 
  Trading securities are equity or debt investments that are held with the 
intent to sell (usually) within a year. They are valued at fair market value, and the 
adjustments in fair value are recorded in a Fair Value Adjustment account, so 
that the original book value is preserved for selling. Any unrealized holding gains 
and losses are put on the income statement.  
a-ii. How would a company record $1 of dividends or interest received from 
trading securities? 
 Cash 1 
  Dividend or Interest Revenue 1 
a-iii. If the market value of trading securities increased by $1 during the 
reporting period, what journal entry would the company record? 
 Fair Value Adjustment 1 
  Unrealized Holding Gain/Loss-Income 1 
If there was instead a decrease in market value, the resulting entry would be 
inverse of this entry.  
b-i. Consider securities available-for-sale. Note that State Street calls these, 
“Investment securities available for sale.” In general, what are securities 
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available-for-sale? 
  Available-for-sale securities are investments that are neither trading nor 
held-to-maturity securities. They can be sold or held for long periods of time. 
They can be either debt or equity investments, and are also valued at fair market 
value. Any unrealized holding gains or losses flow through equity as 
comprehensive income, not the income statement.  
b-ii. How would a company record $1 of dividends or interest received from 
securities available-for- sale? 
 Cash 1 
  Dividend or Interest Revenue 1 
b-iii. If the market value of securities available-for-sale increased by $1 
during the reporting period, what journal entry would the company record? 
 Fair Value Adjustment 1 
  Unrealized Holding Gain/Loss-Equity 1 
If there was instead a decrease in market value, the entry would be inverse of 
this entry.  
c-i. Consider securities held-to-maturity. Note that State Street calls these, 
“Investment securities held to maturity.” In general, what are these 
securities? Why are equity securities never classified as held-to- maturity? 
  Only debt securities can be classified as held-to-maturity because equity 
investments (like stock) do not have a maturity date. These securities cannot be 
sold before the maturity date. They are valued at amortized cost, not fair market 
value. Because of this, there are no unrealized holding gains or losses, but there 
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can still be realized gains or losses when they are sold.  
c-ii. If the market value of securities held-to-maturity increased by $1 
during the reporting period, what journal entry would the company record? 
 No entry is recorded because these are not valued at fair market value.  
d-i. Consider the “Trading account assets” on State Street’s balance sheet. 
What is the balance in this account on December 31, 2012? What is the 
market value of these securities on that date? 
 The balance of trading account assets in 2012 is $637 million, as seen in 
Appendix B. This is also the market value of these securities because they are 
valued at fair value.  
d-ii. Assume that the 2012 unadjusted trial balance for trading account 
assets was $552 million. What adjusting journal entry would State Street 
make to adjust this account to market value? Ignore any income tax effects 
for this part. (in millions) 
 Fair Value Adjustment 85 
  Unrealized Holding Gain/Loss-Income 85 
e-i. Consider the balance sheet account “Investment securities held-to-
maturity” and the related disclosures in Note 4. What is the 2012 year-end 
balance in this account? 
 The balance of investment securities held-to-maturity in 2012 is $11,379 
million, as seen in Appendix B. 
e-ii. What is the market value of State Street’s investment securities held-
to-maturity? 
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 The market value is $11,661 million in 2012 as noted in the 
parenthetical on the balance sheet. Since held-to-maturity are valued at 
amortized cost, that is how they are presented on the balance sheet.  
e-iii. What is the amortized cost of these securities? What does “amortized 
cost” represent? How does amortized cost compare to the original cost of 
the securities? 
 The amortized cost of held-to-maturity securities is the balance listed on 
the balance sheet of $11,379 million. Amortized cost represents the decrease in 
value to reach par value overtime if bought at a premium, or the increase in value 
to reach par value overtime if bought at a discount. This is done by creating an 
amortization schedule which calculates how much interest is paid to the investor 
and how much goes toward changing the carrying value of the security. 
Amortized cost could be higher or lower than the original cost, depending if the 
securities sold at a discount (below par value, lower coupon rate than market 
rate) or premium (above par value, higher coupon rate than market rate).  
e-iv. What does the difference between the market value and the amortized 
cost represent? What does the difference suggest about how the average 
market rate of interest on held-to-maturity securities has changed since the 
purchase of the securities held by State Street? 
 The difference between market value and amortized cost represents 
what the realized gain would be ($282 million) should these securities be sold, 
but they cannot be sold until they have matured. Because fair market value is 
higher than the amortized cost, we can assume that interest rates have declined 
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since the securities were purchased.  
f-i. Consider the balance sheet account “Investment securities available for 
sale” and the related disclosures in Note 4. What is the 2012 year-end 
balance in this account? What does this balance represent? 
  The balance in 2012 of investment securities available for sale is 
$109,682 million, as seen in Appendix B. This represents the fair value of these 
securities, which can be found in Note 4 in Appendix C.  
f-ii. What is the amount of net unrealized gains or losses on the available-
for-sale securities held by State Street at December 31, 2012? Be sure to 
note whether the amount is a net gain or loss. 
 The net unrealized gains/losses amount is a $1,119 million gain. This 
can be calculated by subtracting unrealized losses from the unrealized gains in 
Note 4 in Appendix C. 
f-iii. What was the amount of net realized gains (losses) from sales of 
available-for-sale securities for 2012? How would this amount impact State 
Street’s statements of income and cash flows for 2012? 
 The net realized gain is $55 million, which can be found by subtracting 
the realized losses from the realized gains on sales of available-for-sale 
securities, as seen in Appendix D. This can also be found under “Net gains from 
sales of investment securities” on the income statement in Appendix A, and this 
gain increases income. This gain would increase investing cash flows on the 
statement of cash flows. 
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g-i. State Street’s statement of cash flow for 2012 (not included) shows the 
following line items in the “Investing Activities” section relating to 
available-for-sale securities (in millions): 
        Proceeds from sales of available-for-sale securities $ 5,399 
        Purchases of available-for-sale securities $60,812
Show the journal entry State Street made to record the purchase of 
available-for-sale securities for 2012. 
  AFS Investment 60,812 (purchase as listed above, increasing  
       investments) 
   Cash   60,812 (they paid cash) 
g-ii. Show the journal entry State Street made to record the sale of 
available-for-sale securities for 2012. Note 13 (not included) reports that the 
available-for-sale securities sold during 2012 had “unrealized pre-tax gains 
of $67 million as of December 31, 2011.” 
 Unrealized Holding Gain/Loss-Equity 67 (pre-tax gains listed above) 
 Cash     5,399 (proceeds listed above) 
   AFS Investment   5,411 (cost-plug) 
   Realized Gain on Sale  55 (realized gain found 
         earlier) 
g-iii. Use the information above to determine the original cost of the 
available-for-sale securities sold during 2012. 
 The original cost of the available-for-sale securities was $5,411 million, 
found after plugging in the unrealized gains, cash proceeds, and realized gains. 
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Introduction            
 In this case, we were given information on ZAGG Inc. which stands for 
“Zealous About Great Gadgets.” We were told that they design plastic screen 
protectors for electronics and began in 2005. They have now expanded into 
offering cases, headphones, and portable power and are a publicly traded 
company. We were given their financial statements for 2011 and 2012, including 
their balance sheet, consolidated statement of operations (income statement), 
statement of cash flows, and notes to the financial statements. The main 
conceptual focus in this case was deferred income taxes and how they are 
reported.  
 We were specifically asked what differentiates book income from taxable 
income, and I learned that book income is another term for pretax financial 
income, which determines income tax expense, and taxable income determines 
income taxes payable. We were then asked about permanent and temporary tax 
differences, as well as the statutory and effective tax rate. I learned that 
permanent differences do not affect taxable income, while temporary differences 
affect both pretax and taxable income. Temporary differences result from there 
being two regulatory frameworks that dictate financial statement standards 
(GAAP: Generally Accepted Accounting Principles) and tax return standards 
(IRS: Internal Revenue Service). I learned that the statutory tax rate is what the 
government sets as the legal rate. The effective tax rate is calculated by dividing 
the income tax expense reported on the income statement by the pretax financial 
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income. Differences between these two rates can result from temporary 
differences or different national tax rates within different countries of operation.  
Analysis            
 
a. Describe what is meant by the term book income. Which number in 
ZAGG’s statement of operation captures this notion for fiscal 2012? 
Describe how a company’s book income differs from its taxable income. 
  Book income is another word for pretax financial income. On the income 
statement or statement of operation, the line “income before provision for income 
taxes” is the book income, which is $23,898 thousand, as seen in Appendix B. 
Income tax expense is derived from this line. Income taxes payable is derived 
from taxable income. This number is different from taxable income because of 
temporary differences like deferred tax assets and deferred tax liabilities.  
b. In your own words, define the following terms:  
i. Permanent tax differences (also provide an example) 
 A permanent tax difference is something that will never be included in 
taxable income. In other words, it will always create a difference between pretax 
and taxable income, and they are not taxable. An example would be municipal 
bond interest or fines.  
ii. Temporary tax difference (also provide an example) 
 A temporary tax difference is something that could create a difference 
between pretax and taxable income either now or in the future. In other words, 
the timing of reporting them differs between financial statements and tax returns. 
This is because financial statements are regulated by GAAP and taxes are 
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regulated by the IRS, who have different reporting standards. Future deductible 
amounts (in other words, there will be a benefit in the future, but not currently) 
create deferred tax assets; future taxable amounts (in other words, there will be a 
liability or obligation to pay in the future, but not currently) create deferred tax 
liabilities. Examples include differences in book and tax return depreciation and 
unearned rent, which are expanded upon later.   
iii. Statutory tax rate 
 The statutory tax rate is the legal governmental tax rate a company is 
required to pay. There can be different rates for different levels of income, and 
different countries have different statutory rates.  
iv. Effective tax rate 
 The effective tax rate is calculated by dividing income tax expense by 
pretax income. This measures the actual rate of tax that was in effect on the 
income. This can be different from the statutory rate because of temporary 
differences or differing tax rates in different countries of operation.  
c. Explain in general terms why a company reports deferred income taxes 
as part of their total income tax expense. Why don’t companies simply 
report their current tax bill as their income tax expense? 
  Since GAAP (Generally Accepted Accounting Principles) sets the 
standards for financial statements, public companies must comply with the rules 
it enacts. ASC (Accounting Standards Codification) 740, entitled “Income Taxes,” 
states that firms must recognize deferred tax liabilities and assets for future tax 
consequences of events that are recognized in the financial statements. This 
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aligns with the conservatism and disclosure principles of GAAP, because 
shareholders must be presented information that represents a “worst case 
scenario” (companies cannot overstate assets or understate liabilities), and 
companies cannot withhold relevant information that would influence a 
shareholder or investor’s decision. If companies did not report deferred income 
taxes on their income statements, their expenses would be understated and 
shareholders would not be aware of what events might be accounted for in the 
future. This also aligns with the matching principle of GAAP in a way, because 
the firm is matching deferred tax assets and liabilities to their corresponding 
events that happened that reporting period.  
  Companies also include deferred income tax along with their current 
income tax because it reconciles the journal entry difference between income tax 
expense and income taxes payable. Income tax expense is calculated by adding 
the current taxes payable and the deferred taxes payable. Deferred income tax is 
the net of deferred tax assets and deferred tax liabilities.  
d. Explain what deferred income tax assets and deferred income tax 
liabilities represent. Give an example of a situation that would give rise to 
each of these items on the balance sheet. 
  A deferred tax asset results from a future deductible amount. A deferred 
tax liability results from a future taxable amount. They both represent temporary 
differences in income tax expense and payable.  
  An event that would create a deferred tax liability would be differences in 
depreciation methods. Most of the time, tax return depreciation is greater than 
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book depreciation, because the IRS requires a specific method of depreciation. 
This causes a deferred tax liability, because the depreciation expense has not 
yet been recognized in pretax income but will over the life of the asset. After the 
depreciation expense difference has been “reversed” or caught up to the tax 
return depreciation, the firm will no longer incur that expense, raising its pretax 
income and increasing its tax expense in the future. This creates a deferred tax 
liability. 
  An event that would create a deferred tax asset would be if rent was 
received in advance. Rent paid in advance is considered unearned rent, because 
the performance obligation (providing a place to live for a month) has not been 
met. Unearned revenues are considered liabilities, and are not recognized as 
actual revenues until the performance obligation has been met. Recognizing 
unearned rent as revenue on a tax return increases the taxable income and 
taxes payable, while it cannot be recognized as revenue on the financial 
statements, which lowers the pretax income now. When the firm actually 
recognizes the revenue on its books, since they had already paid taxes on that 
revenue previously, they will not owe it then. This creates a deferred tax asset. 
e. Explain what a deferred income tax valuation allowance is and when it 
should be recorded. 
  A valuation allowance account allows firms to keep assets recorded at 
their net realizable value. A valuation allowance is created when it is more likely 
than not that an asset’s value will not be fully realized. For example, since 
unearned rent is a deferred tax asset, if there was a greater than 50% chance 
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that the rent would not be earned (customer could not move into the rented 
space), then the amount recorded to the allowance account would be the lost 
revenue times the tax rate. This also applies to net operating losses and 
carryforwards. There is no valuation account for liabilities. The allowance is a 
contra asset account, so it decreases the value of the assets. Since assets on 
the balance sheet must be presented at their net realizable value, the valuation 
allowance is subtracted from the asset’s book value to yield its net realizable 
value.  
f. Consider the information disclosed in Note 8 – Income Taxes to answer 
the following questions:  
i. Using information in the first table in Note 8, show the journal entry 
that ZAGG recorded for the income tax provision in fiscal 2012. 
Income Tax Expense  9,393 (total “provision” or expense from note 8) 
Deferred Tax Asset, net DTL 8,293 (total deferred from note 8) 
  Income Tax Payable  17,686 (total current from note 8) 
ii. Using the information in the third table in Note 8, decompose the 
amount of “net deferred income taxes” recorded in income tax 
journal entry in part f. i. into its deferred income tax asset and 
deferred income tax liability components. 
Income Tax Expense   9,393 
Deferred Tax Asset, net valuation           8,002 (2012 DTA balance – 2011 DTA  
                        balance) 
Deferred Tax Liability   291 (2012 DTL balance – 2011 DTL  
                                  balance) 
  Income Tax Payable   17,686 
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iii. The second table in Note 8 provides a reconciliation of income taxes 
computed using the federal statutory rate (35%) to income taxes 
computed using ZAGG’s effective tax rate. Calculate ZAGG’s 2012 
effective tax rate using the information provided in their income 
statement. What accounts for the difference between the statutory 
rate and ZAGG’s effective tax rate? 
  The effective tax rate is calculated by dividing the income tax expense 
reported on the income statement by the pretax financial income. Using ZAGG’s 
reported numbers on their income statement, $9,393 divided by $23,898 yields 
an effective rate of 39.3%. This is slightly higher than the statutory rate of 35%. 
This could be because it operates in other countries (UK and France) with 
different tax rates, but Europe has some of the lowest corporate tax rates, so this 
is unlikely. The difference is most likely a result of temporary tax differences. This 
could also be a result of poor tax planning.  
iv. According to the third table in Note 8 – Income Taxes, ZAGG had a 
net deferred income tax asset balance of $13,508,000 at December 
31, 2012. Explain where this amount appears on ZAGG’s balance 
sheet.  
This amount appears as two separate amounts on the balance sheet. It is 
a combination of the current DTA balance of $6,912 and the noncurrent DTA 
balance of $6,596, as seen in Appendix A. This amount is also the difference 
between the DTA balance of $14,302 and the DTL balance of $794 (Appendix 
C).  
  134 
 
 
 
APPENDICES 
  
  135 
Appendix A: Balance Sheets         
 
  136 
Appendix B: Statement of Operations        
 
 
  
  137 
Appendix C: Note 8          
 
  
  138 
Appendix C-2: Notes          
 
  
 
 
 
Case 12: Apple 
 
 
Caroline Cantrell 
ACCY 420 
May 2, 2018 
 
 
  
  140 
Introduction            
 This case mainly focused on revenue recognition and timing. The case 
examined Apple, which is a familiar technology company, and the different 
policies and ways that they recognize their revenues for different types of 
products. We were given Apple’s income statement, balance sheet, statement of 
shareholder’s equity, statement of cash flows, and notes to their financial 
statements, although we mainly focused on just the notes. We were asked to 
differentiate revenues from gains, to research the new revenue recognition 
principles in FASB’s Codification, to compare those principles to what Apple uses 
to recognize their revenues, to define multiple-element contracts and their 
complications, and to decipher how and when revenue would be recognized for 
specific situations and products.  
 I learned many new things while working through this case. I got to further 
familiarize myself with the five revenue recognitions principles listed in ASC 606 
and Concept Statement No 5, which we had learned previously from our 
intermediate accounting textbook, but we got to see how it applied in a real life 
situation for Apple. I also learned what a multiple-element contract was and how 
they can be more difficult to record in the financial statements as opposed to 
simpler contracts. I learned that managers can have selfish motives to incorrectly 
recognize revenues in order to make themselves look better, and it is important 
to uphold integrity in this profession. I personally thought it was interesting to 
examine such a well known company’s financial statements and understand how 
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they apply accounting principles and methods to their every day business 
operations.  
Analysis            
 
a. In your own words, define “revenues.” Explain how revenues are 
different from “gains.” 
Revenues are positive income from normal operations in a company. 
Gains would be income from peripheral operations in a company. 
b. Describe what it means for a business to “recognize” revenues. What 
specific accounts and financial statements are affected by the process of 
revenue recognition? Describe the revenue recognition criteria outline in 
the FASB’s Statement of Concepts No. 5. 
To recognize revenue means to record it in the books and public financial 
statements. But revenue can only be recognized if certain criteria are met, as 
outlined in ASC 606 “Revenue From Contracts With Customers" and FASB’s 
Statement of Concepts No 5. If cash was received but a performance obligation 
was not met, we would record the receipt of cash and record unearned revenue, 
which is a liability. Other accounts involved could include accounts receivable 
and revenue.  
FASB’s Statement of Concepts No 5 Recognition and Measurement in 
Financial Statements of Business Enterprises states the following: “Recognition 
is the process of formally incorporating an item into the financial statements of an 
entity as an asset, liability, revenue, expense, or the like. A recognized item is 
depicted in both words and numbers, with the amount included in the statement 
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totals.” This concept statement was issued in 1984. ASC 606 was issued in 2014 
and states “The core principle of this Topic is that an entity recognizes revenue to 
depict the transfer of promised goods or services to customers in an amount that 
reflects the consideration to which the entity expects to be entitled in exchange 
for those goods or services.” It lists five steps to when revenue can be 
recognized:  
1. Identify the contract with the customer 
2. Identify the performance obligations 
3. Determine the transaction price 
4. Allocate the transaction price to the performance obligation 
5. Recognize revenue when the performance obligation is satisfied 
c. Refer to the Revenue Recognition discussion in Note 1. In general, when 
does Apple recognize revenue? Explain Apple’s four revenue recognition 
criteria. Do they appear to be aligned with the revenue recognition criteria 
you described in part b, above? 
Note 1 (Appendix A) states that Apple recognizes revenue when 
“persuasive evidence of an arrangement exists, delivery has occurred, the sales 
price is fixed or determinable, and collection is probable.” These align relatively 
close with FASB’s five revenue recognition principles. Persuasive evidence of an 
arrangement aligns with identifying the contract and performance obligations. 
Delivery aligns with satisfying the performance obligation. Fixed or determinable 
price aligns with determining and allocating the price. Probable collection does 
not closely align with any of the criteria, but is definitely an important element in 
  143 
recognizing revenue. Even though firms can record revenue without the receipt 
of cash (debit accounts receivable and credit revenue), receiving cash in a timely 
manner is important for the well-being of the firm. The longer a debt goes without 
being paid, the less likely it is to be paid at all.  
d. What are multiple-element contracts and why do they pose revenue 
recognition problems for companies? 
Multiple-element contracts are contracts that usually include more than 
one product as a kind of packaged deal. In Apple’s case, they include tangible 
hardware, its essential software, and future software upgrades into one contract 
or arrangement. These pose problems to firms because it is difficult to allocate 
the price of the contract to each element/product/performance obligation in the 
contract. Apple uses a three-tiered hierarchy to determine the prices in multiple-
element contracts. It consists of vendor specific objective evidence of fair value 
“VSOE,” in which they determine the price based on for what amount they 
personally sell the product on its own; third party evidence of selling price “TPE;” 
and best estimate of selling price “ESP.” ESP can be based on factors like similar 
offerings and historical practices. The right to future software upgrades is priced 
relatively low because customers would not want to buy upgrades alone without 
the accompanying hardware or software.  
e. In general, what incentives do managers have to make self-serving 
revenue recognition choices? 
Managers most likely want to make self-serving revenue recognition 
choices because they are usually compensated based on the amount of revenue 
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the bring in. If revenue could be recognized sooner and easier, without meeting 
performance obligations, it would appear that the manager is bringing in more 
revenue than what was actually earned. Revenue also influences stock price, 
and firms want to be valued higher in the stock market.  
f. Refer to Apple’s revenue recognition footnote. In particular, when does 
the company recognize revenue for the following types of sales? 
i. iTunes songs sold online. 
 Note 1 states that since Apple is not the “primary obligor” or debtor (in 
other words, they do not owe the customer a performance obligation), they only 
recognize the commission they retain from each sale. The rest of the sales price 
paid by the customer goes to the third party who actually owns the rights to the 
song.  
ii. Mac-branded accessories such as headphones, power 
adaptors, and backpacks sold in the Apple stores. What if the 
accessories are sold online? 
 Since these are all tangible “hardware” products that do not require 
software or upgrades, all the revenue would be allocated to just that product. 
Revenue would be recognized at the point of sale in store because the product is 
immediately delivered to the customer. If they were sold online, the revenue 
would not be recognized until the product was delivered to the customer.  
iii. iPods sold to a third-party reseller in India. 
 Revenue would be recognized when the iPods were delivered to the 
reseller in India. Revenue would be allocated across the hardware, software, and 
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right to software upgrades. I would assume Apple would also require a portion of 
commission or a royalty fee from the reseller for the future sales of the iPods.  
iv. Revenue from gift cards. 
 Note 1 states that Apple records deferred revenue when they sell gift 
cards, and then record actual revenue when the gift cards are redeemed. There 
is only one performance obligation to a gift card so all of the revenue would be 
allocated to that obligation. 
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